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An Organized 
Approach For Tax 
Shelter Selection
Analysis of Internal Rate of Return
By Manson P. Dillaway, Cherie J. O’Neil, 
and Donald V. Saftner
Tax advisors are frequently faced 
with a dilemma. A client with earnings 
subject to taxation at high tax rates 
seeks advice on which among a 
diverse group of tax shelters will suit 
his particular needs. This individual 
has probably been given informal ad­
vice by business associates, social ac­
quaintances, stock brokers, and 
others. Overburdened by misinfor­
mation, exaggeration, and doubt, the 
client expects help in making this 
decision. Often the request for help 
will be in the form of asking the tax 
advisor to pick the best tax shelter from 
a large group, represented by a stack 
of prospectuses.
Making comparisons among alter­
nate tax shelters would not be nearly 
as difficult if they were all designed to 
do the same thing in the same way; but 
the objectives and means of attain­
ment in popular tax shelters leave 
abundant room for variety. In addition 
to the diversity of tax shelter forms, 
there is, of course, an equally impor­
tant factor, assessing relative risk, 
which will not be addressed here. It re­
quires experience and judgment. The 
tax advisor should be cautious in allow­
ing his recommendations to include an 
evaluation of risk without explicit evi­
dence or reliable information to back 
up the evaluation.
Tax Shelter Objectives
Generally, three objectives are met 
by tax shelters. One objective is to 
facilitate the taxpayer’s deferral of in­
come into future tax years. While many 
tax shelters are able to perform this 
function, a typical shelter that ac­
complishes this objective is an oil and 
gas drilling limited partnership. The 
limited partner’s initial investment may 
be written off almost immediately as an 
expense and deducted currently. If 
successful, the venture will produce 
revenues from producing wells, with 
the income from these recognized over 
several future tax years.
A second objective of tax shelters is 
to permit the taxpayer to convert or­
dinary income into income taxed at 
long-term capital gain rates. Real 
estate limited partnerships accomplish 
this result and with the new deprecia­
tion rules available under the 
Economic Recovery Tax Act of 1981, 
they should be able to meet this objec­
tive even better. A limited partner pro­
vides the injection of fresh capital for 
the purchase or construction of 
depreciable realty. Income of the part­
ner may be offset by taxes, interest, 
management fees, and, most impor­
tant of all, depreciation. The largest 
element of profit in the venture does 
not accrue until the property is sold; 
and, if depreciation has been entirely 
straight-line, the gain on the property 
will be taxed at long-term rates.
The third objective of tax shelters is to 
enable the taxpayer to use borrowed 
funds to finance expenses giving rise 
to deductions which exceed the tax­
payer’s cash investment. Equipment 
leases are frequently employed to this 
end. A taxpayer with a strong credit 
standing purchases equipment need­
ed by another organization for a limited 
cash outlay and the assumption of the 
equipment loan. Accelerated deprecia­
tion and other expenses of the venture 
more than offset the income and usu­
ally provide deductions at an early date 
that far exceed the taxpayer’s cash 
investment.
Tax Shelter Evaluation
Unfortunately, a frequently ignored 
aspect of tax shelters is the ability of 
the venture to stand on its own merits, 
economically. At least, this is the im­
pression that one gets when reviewing 
promotional materials for tax shelters 
which, typically, stress the deferral, 
conversion, or leverage aspects of the 
plan. All of these features, as well as 
the economic merits of the tax shelter, 
can be incorporated into one pattern 
of analysis—-the internal rate of return 
(IRR) of the investment. By computing 
and combining the present values of 
cash outlays, tax savings from deduc­
tible expenses, cost of additional tax­
able income and tax preference items, 
and cash distributions, diverse tax 
shelters may be compared with each 
other by this common measure.
In order to compute the IRR of a pro­
posed investment, the tax advisor will 
be required to make estimates of the 
cash outflows and inflows and also of 
the gross income and deductions that 
the venture will generate for the in­
vestor, in terms of both timing and 
amount. Normally a prospectus will in­
clude results of previous limited part­
nerships engaging in similar ventures. 
This should provide the tax advisor 
with a starting point for arriving at 
estimates; however, it should not be 
considered sufficient by itself. For ex­
ample, consideration must be given to 
changes in the tax law, general eco­
nomic conditions, and specific industry 
trends. The advice of others should be 
sought with regard to the track record 
of the general partner in similar ven­
tures in the past, the legal implications 
of the partnership agreement pro­
posed, and any other potentially
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A frequently ignored aspect of 
tax shelters is the ability of 
the venture to stand on its 
own merits economically.
troublesome aspect of the scheme. If, 
expert advice is available, it should be 
obtained.
When the available sources of infor­
mation have been tapped, the tax ad­
visor is in a position to make his best 
estimate of the expected taxable in­
come or deductible loss, tax prefer­
ence item amounts, and cash distribu­
tions for a given amount of cash con­
tribution in terms of both year and 
amount. The present value of the con­
tributions and distributions may be 
computed and these in turn combined 
with the present value of the tax sav­
ings or tax expenses attributable to the 
noncash items having tax effects (See 
Exhibit No. 1).
where
PV = present value of tax shelter
n = number of years
CFt = cash flow in period t
TSt = tax savings in period t (cash 
flow equivalent)
TEt = tax expense in period t (cash 
flow equivalent)
i = discount rate
The discount rate is then adjusted 
until the present value is zero. At this 
point the discount rate is equal to the 
internal rate of return. Three examples 
will follow to illustrate this technique 
with typical tax shelters.
Using Internal Rate of 
Return (IRR) to Evaluate
Real Estate Tax Shelter
A pattern of cash flows for a real 
estate tax shelter was constructed by 
referring to actual prospectuses and 
averaging the results of many shelters. 
No attempt was made to insure that 
the resulting pattern is a replication of 
a particular real estate shelter. The 
only claim is that investors might ob­
tain similar results if they invest in a 
real estate shelter. The model called 
for initial cash investments of either 
$1,000 or $100,000. Since most tax 
shelters require initial investments of 
amounts somewhere between these 
two figures, it was decided to compute 
the IRR on $1,000 and $100,000 in­
vestments for all levels of taxable in­
come for purposes of ease in com­
parison between the results. For a 
$1,000 investment, the taxable income 
and deductible loss allocable to the in­
vestor (presumably a limited partner) 
was estimated to be ordinary losses for 
years 1 through 7 of $226, $295, $265, 
$189, $130, $59, and $47 and ordinary 
income in year 8 of $140. A long-term 
capital gain of $3,269 was passed to 
the investor in year 8; providing a tax 
preference item of $1,961 (60%). Cash 
distributions were assumed to be 
made at the end of each year and 
amount to $10, $39, $47, $53, $41, 
$69, $91, $102, $2,508, and $25 for 
years 1 through 10, respectively. The 
large distribution in year nine includes 
$2,397 of funds from the sale of real 
properties. Amounts were increased 
one hundred times for the $100,000 in­
vestment. As can be noted in this ex­
ample, the primary advantage in a real 
estate shelter is to convert income into 
a form that is taxed at long-term capital 
gain rates. An additional advantage is 
to provide deductible losses during the 
years in which the property is being 
managed that more than offset the 
cash distributions to the investor.
Figure No. 1 shows the internal rate 
of return for taxpayers with incomes 
from $0 to $225,000. The IRR in­
creases as the investor (married, fill­
ing a joint return in 1982) has increas­
ing levels of taxable income providing 
for higher marginal tax brackets. For 
the example used, the IRR goes from 
about 14.1 to 16.9% for a $1,000 in­
vestment and 10.9% to 16.9% for a 
$100,000 investment.
Real estate tax shelters may 
generate two types of tax preference 
items; accelerated depreciation in ex­
cess of straight-line and long-term 
capital gain deductions. The former 
might cause an additional payment 
under the regular minimum tax and the 
latter under the alternative minimum 
tax. In the example used, the only tax 
preference was a long-term capital 
gain deduction ($1,961 per thousand 
invested to be deducted in year 8). 
Since the alternative minimum tax has 
a $20,000 base, it would not apply in 
this particular example. If the investor 
has other preference items, the 
minimum tax may apply. The tax ad­
visor must maintain a record of pro­
jected tax preferences for each client 
and, where additional minimum taxes 
are generated by any tax shelter, in­
clude these amounts as cash outlays 
in the computation of the IRR for the 
tax shelter.
Oil and Gas Tax Shelter
A schedule of cash flows for an oil 
and gas tax shelter was constructed in 
the same fashion as was done for the 
real estate tax shelter. A number of 
prospectuses were reviewed and a 
schedule was constructed to reflect the 
average results reported in the pros­
pectuses, based on $1,000 initial and 
$100,000 of investment. For a $1,000 
investment, deductible losses of $800 
and $350 were estimated for years 1 
and 2; ordinary income of $140 per 
year, for years 3 through 10. Cash con­
tributions of $1,000 and $150 were re­
quired in years 1 and 2. Annual cash 
distributions of $84 were made in each 
of years 3 through 10. For each of last 
eight years the $1,000 investment was 
assumed to produce gross income for 
the investor of $215, which was re­
duced by percentage depletion of 15% 
(which is the percentage depletion for 
1984 and later years) and operating 
expense of 20%, yielding a taxable in­
come of $140. Since the taxable in­
come (which increases the investor’s 
basis) was always larger than the sum 
of the cash distribution and the deple­
tion deduction ($84 x $32 = $116, 
which is less than $140), there is 
always a positive basis in the invest­
ment; hence, the investment is not 
depleted below cost which would 
create a tax preference amount. These 
amounts were multiplied by one hun­
dred to achieve the effective cash 
flows for a $100,000 initial investment.
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Exhibit No. 1
FIGURE NO. 1
REAL ESTATE TAX SHELTER
a RETURN ON .1000 INVESTMENT
b RETURN on .100000 INVESTMENT
Figure No. 2 shows the IRR which is 
a negative 8% for the zero bracket and 
ranges to a negative 18.5% for the 
highest income investor for a $1,000 
investment.
The lowest IRR for a $1,000 invest­
ment is for taxable income of $60,000 
where it bottoms out at a negative 
19.3%. For an investment of $100,000, 
the IRR ranges from a negative 10.9% 
for the zero bracket to a negative 
18.5% for the highest income tax­
payer. The lowest IRR is a negative 
22.9% for taxable income of $60,000. 
The reason $60,000 is the taxable in­
come level which results in the lowest 
IRR is that it represents the point 
where the income tax cost of the tax­
able earnings in years 3 through 10 is 
largest in relation to the tax savings of 
the losses in years 1 and 2. As taxable 
income increases beyond $60,000, the 
additional penalty of the taxable in­
come generated by the shelter in years 
3 through 10 is more than offset by the 
early year savings from writing off the 
drilling costs. The $100,000 invest­
ment computations were made without 
including the effects of a possible net 
operating loss carryover for those 
situations where the early deductions 
($80,000 and $35,000 in years 1 and 
2) exceed the taxable income. In these 
cases, the negative IRR would ap­
proach that for the $1,000 investment.
Equipment Leasing
Tax Shelter
An equipment leasing tax shelter 
was constructed based upon the 
following hypothetical situation. Part-
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ner A (the investor) contributed cash 
of $2,000 and his signature on a 
$20,000 18% equipment loan to pur­
chase an asset costing $20,000 to be 
leased to a third party. Partner B (the 
managing partner) contributed ser­
vices to the venture with an agreed fair 
value of $2,200. The leased asset is to 
be depreciated over five years (from 
1-1-82 to 12-31-86) under ACRS. In­
vestment tax credit of $1,800 is passed 
through to Partner A (90%) and $200 
to Partner B (10%) in the first year. The 
lease lasts for five years, and, in each 
year, there are other expenses (in­
surance, maintenance, etc.) amount­
ing to $2,000 per year. The entire 
management fee is charged to ex­
pense in the first year ($2,200). Capital 
cost recovery is $3,000, $4,400, 
$4,200, $4,200, and $4,200 for the five 
years, respectively. Rental income is 
$720 per month which results in an­
nual gross rents of $8,640. Loan 
payments of $6,160 are made at the 
end of each year. Partner A receives 
cash payments of $792 per year, which 
represent 90% of the annual rental in­
come net of loan and expense 
payments. After deducting deprecia­
tion, the management fee, interest ex­
pense, and other expenses from each 
$8,640 annual rental payment, the tax­
able income or (loss) available to Part­
ner A is ($1,944), ($576), $252, $900, 
and $1,548, respectively. Note that as 
the interest expense on the unpaid 
balance declines, the venture be­
comes profitable. Cumulative net in­
come for the venture was set at $200, 
since there is a requirement for equip­
ment leasing tax shelters to have a 
positive cash flow if they are to meet 
IRS scrutiny.
Figure No. 3 shows that for a $1,000 
investment the IRR ranges from 70.2% 
to 106.6% for taxpayers from the 
lowest to the highest brackets for 
marginal income. A $100,000 invest­
ment yields from 66.0% to 106.6%. As 
in the previous examples, it is as­
sumed that the taxpayer is married and 
filing a joint return. The 1982 tax rate 
schedule applies.
Summary
Comparing the possible benefits to 
be derived from different types of tax 
shelters is possible by using an IRR. 
By estimating the taxable income or 
loss, cash distributions, and cash con­
tributions of each tax shelter and com­
puting the IRRs, a common base for 
comparison can be determined. The 
tax preference item picture must be 
analyzed separately for each taxpayer, 
and the computation of the minimum 
tax then computed. This would then be 
treated as an additional tax expen­
diture by the prospective investor. The 
ultimate usefulness of these IRRs 
depends to a great extent on the ac­
curacy to which the analyst can 
estimate future tax effects and distribu­
tions. The initial contribution to most 
tax shelters is known, and only in 
special cases will the investor be re­
quired to contribute more. Investment 
decisions based upon IRR computa­
tions can be more reliable than unin­
formed guesses. The discipline 
involved in putting together an analysis 
in terms of an IRR should tend to give 
the tax advisor an advantage over less 
scientific advisors.Ω
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